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THE WHITE HOusE
WASHINGTON

Mr. President:

Lipshuty and Jordan Concur;
Frank Moore has no Comment

Rick (wds)
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THE WHITE HOUSE
WASHINGTON

June 27, 1977

Frank Moore -

The attached letter was signed
by the President and the original
is forwarded to you for delivery
to Richardson Preyer.

Rick Hutcheson

cc: Z. Brzezinski
.Bob Linder
Re: Congressional Request to .
Review Formally a PRM
Options Paper
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THE WHITE HOUSE

WASHINGTON

ACTION

June 21, 1977

MEMORANDUM FOR: THE PRESIDENT
FROM: ZBIGNIEW BRZEZINSKI% }S,y\._\
SUBJECT: Congressional Request to Review

Formally a PRM Options Paper

Representative Richardson Preyer, Chairman of the House Subcommittee
on Government Information and Individual Rights, has written you (at

Tab B) to ask that his subcommittee be allowed to comment formally on
options papers presented to the SCC by an interdepartmental committee
working on PRM 29 (Comprehensive Review of the Classification System).
As Mr., Preyer notes in terms complimentary to you, we have provided
copies of this unclassified PRM to Congressional committees with special
interest in the subject and informally have solicited their suggestions and
~ ideas for consideration and possible inclusion in the options papers.

We have made every effort to be cooperative with the committees in
working on this PRM, but these initiatives have been at the staff level

and strictly informal. I believe arrangements going beyond this to permit
formal committee review of options papers for the SCC would set a very
unwelcome precedent and also would cross the line with respect to the
separation of powers. Accordingly, the proposed letter at Tab A for your
signature to Mr. Preyer would express satisfaction with the informal con-
sultations that have taken place but observe that arrangements going beyond
such discussions would be inappropriate.

RECOMMENDATION:

That you sign the letter to Representative Preyer at Tab A.
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resoens . woas . Congress of the United States

FBouse of Representatives

GOVERNMENT INFORMATION AND INDIVIDUAL RIGHTS
SUBCOMMITTEE
OF THE
COMMITTEE ON GOVERNMENT OPERATIONS
RaY8URN House OFFice BuiLDING, RooM B-349-B-C
WASHINGTON, D.C. 20515

o
June 17, 1977 NsC éA‘
o JuN 87t

The Honorable Jimmy Carter
President of the United States
The White House

Washington, D.C. 20500

Dear Mr. President:

Members of the White House staff have provided the subcommittee with
a copy of Presidential Review Memorandum/NSC-29, Subject: A Comprehensive
Review of the Classification System, which mandates the promulgation of a
new executive order on security classification by September 15, 1977. The
subcommittee has further been invited by the ad hoc working group charged
with formulation of the order to contribute its ideas to the formulation
process.

We are honored by this invitation. It is the first time that this
subcommittee has been asked by any Administration to be of assistance,
although many of our Members and several of our staff have been involved
in lengthy hearings on the classification problem for many years. While
we appreciate being asked to participate in these deliberations, it appears
that without the continuing opportunity to comment on substantive proposals
as they are formulated by the working group, our participation will be
virtually meaningless and, in my opinion, ill-advised.

The subcommittee has been informed by the working group staff that
it is planning to develop options regarding the new executive order, which
will be submitted to the Special Coordinating Committee of the National
Security Council on July 6. Reportedly, the NSC will then select those
options to be presented to you, which will form the basis for the later
executive order.

I would ask that the subcommittee be allowed to comment formally upon
the options presented to the Special Coordinating Committee by the ad hoc
working group. I can assure you that we will treat the matter as one of
extreme urgency, and that our review will not delay the timetable which has
been established.
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'"Now let me ask you about some cholces people think we have to make here in America.
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TABLE

ril, the Harris Survey asked the national cross section:

If you had to

choose, do you think that here in this country we might place more emphasis on (READ PAIRS OF CHOICES)7?"

(c) 1977 by the Chica
World Rights Reserved
Chicago Tribune-¥.Y.

Developing ways to get more places faster, OR

Concentrating more on improving those travel modes we ‘=
already have

Not sure

Reaching higher standards of living, OR

Teaching people how to live more with the baslic
egsentials N

Not sure

Improving and speedihg up our ability to communicate with
each gther through better technology, OR

Spending more time getting to know each other better as
humanpejngs O0 a person to person basis

Not sure

Satisfying our needs for more goods and servicesg, OR

Learaing to get our pleasures out of non-material
experiences

Not sure

Developing bigger and more efficient ways of doing things, OR

Breaking up big things and getting back to more humanized
living i

Not sure

Increasing the productivity of our work force, OR

Finding more inner and personal rewards from the work
people do

Not sure

Finding ways to create more jobs for producing more goods, OR
Learning to appreciate human values more than material values
Not sure

Controliing inflacfon by producing more goods to satisfy
demand, OR

Controlling inflation by buying much less of those products
short in supply and high {n price

Nof sure

Finding ways to clean up the environment as the econcmy
expands, OR

Putting real effort into avelding doing those things that
cause pollution

Not sure

go Tribune

News Syndicate, Inc,

20 Fast 42 Street, MNew York, N,Y. 10017
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FBouse of Representatives

GOVERNMENT INFORMATION AND INDIVIDUAL RIGHTS
SUBCOMMITTEE
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RaYBURN House OfFFicE BuiLDinG, RooMm B-3438-B-C
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June 17, 1977~ %éag

The Honorable Jimmy Carter -
President of the United States .
The White House

Washington, D.C. 20500

Dear Mr. President:

Members of the White House staff have provided the subcommittee with
a copy of Presidential Review Memorandum/NSC-29, Subject: A Comprehensive
Review of the Classification System, which mandates the promulgation of a
new executive order on security classification by September 15, 1977. The
subcommittee has further been invited by the ad hoc working group charged
with formulation of the order to contribute its ideas to the formulation
process.

We are honored by this invitation. It is the first time that this
subcommittee has been asked by any Administration to be of assistance,
although many of our Members and several of our staff have been involved
in lengthy hearings on the classification problem for many years. While
we appreciate being asked to part1c1pate in these dellberatlons it appears
that without the continuing opportunity to comment on substantlve proposals
as they are formulated by the working group, our participation will be
virtually meaningless and, in my opinion, ill-advised.

The subcommittee has been informed by the working group staff that
it is planning to develop options regarding the new executive order, which
will be submitted to the Special Coordinating Committee of the Nat10na1
Security Council on July 6. Reportedly, the NSC will then select those
options to be presented to you, which will form the basis for the later
executive order.

I would ask that the subcommittee be allowed to comment formally upon
the options presented to the Special Coordinating Committee by the ad hoc
working group. I can assure you that we will treat the matter as one of
extreme urgency, and that our review will not delay the timetable which has
been established.
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The Honorable Jimmy Carter -~
President of the United States '
The White House

Washington, D.C. 20500

Dear Mr. President:

Members of the White House staff have provided the subcommittee with
a copy of Presidential Review Memorandum/NSC-29, Subject: A Comprehensive
Review of the Classification System, which mandates the promulgation of a
new executive order on security classification by September 15, 1977. The
subcomnittee has further been invited by the ad hoc working group charged
with formulation of the order to contribute its ideas to the formulation
process.

We are honored by this invitation. It is the first time that this
subcommittee has been asked by any Administration to be of assistance,
although many of our Members and several of our staff. have been involved
in lengthy hearings on the classification problem for many years. While
we appreciate'being asked to participate in these deliberations, it appears
that without the continuing opportunity to comment on substantive proposals
as they are formulated by the working group, our participation will be
virtually meaningless and, in my opinion, ill- adv1sed

The subcommittee has been informed by the working group staff that
it is planning to develop options regarding the new executive order, which
will be submitted to the Special Coordinating Committee of the Natlonal
Security Council on July 6. Reportedly, the NSC will then select those
options to be presented to you, which will form the basis for the later
executive order.

I would ask that the subcommittee be allowed to comment formally upon
the options presented to the Special Coordinating Committee.by the ad hoc
working group. I can assure you that we will treat the matter as one of
extreme urgency, and that our review will not delay the timetable which has
been established.



PR WHITE HOUSE

WASHINGTON

Date:  June 24, 1977 | " MEMORANDUM .
[ FOR ACTION: FOR INFORMATION:

Bob Lipshutz

FROM: Rick Hutcheson, Staff Secretary /‘}

P

e

SUBJECT: Brzezinski's memo 6/21/77 re Congressional Request
' to Review Formally a PRM Options Paper

YOUR RESPONSE MUST BE DELIVERED
TO THE STAFF SECRETARY BY:

CTIME: /

: /IMMEDIA‘I_‘_E__

DAY: | TURNAROUND
D

DATE: .

e
Faa

ACTION REQUESTED:
Your comments

Other:

STAFF RESPONSE?
. i concur. : No comment.

Please note other comments below:

7

PLEASE ATTACH THIS COPY TO MATZRIAL SUBMITTED.
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political problems.

Finally, spent fuel storage at Barnwell would not require anywhere
near $13 million or 385 people. TIf this were the only activity
conducted there, it would do little to solve Butler Derrick's
problem, and might well leave him open to the charge that he
approved Barnwell as the "garbage dump" for nuclear fuel.

We, State, OMB, CEQ, and Schlesinger recommend that:
o we oppose the $13 million for Barnwell;
o we sit down with Derrick and explain the problems with

the Barnwell activities other than fuel storage, and
discuss the question of keeping Barnwell open as a

candidate iji/;his activity. T

Approve Disapprove

2. Clinch River Breeder Reactor

Last Friday, the Committee deadlocked, 9-9 on continued funding
for the Clinch River Breeder Reactor (CRBR). Bennett Johnston
appears to be the only possible swing vote, and he is currently
bound by a commitment to Jim Sasser to continue voting for

the breeder.

We have spoken with Sasser, and he has indicated a willingness
to release Johnston from his commitment to the breeder if we
are prepared to build half of our new centrifuge uranium
enrichment capacity at Oak Ridge. (The other half is committed
to Portsmouth.)

The total estimated cost of the planned 9 million "separated

work units" (SWU) capacity if built entirely at Portsmouth

would be $4.2 billion; it would be $4.0 billion at Oak Ridge.
Splitting the capacity between the two sites might add $400

to $700 million in costs over a single facility at Portsmouth, with
these costs spread out over 8 to 9 years. Some reductions in

this cost differential could occur as a result of having two
separate contractor teams working on design, construction,

and operating problems, but it is not possible to predict this

with certainty now.

If Sasser were to release Johnston from this commitment, we
believe that Johnston would be willing to vote with us on
Clinch River, especially since we have been working with him
on the Outercontinental Shelf/Coastal Zone Impact funding
issue.

Would you be willing to reconsider your original decision not
to split the two facilities? 77{;
f o
¥/
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satellite registrars would be more experienced and since
they would be familiar with the precincts, there would be
a greater chance of recognizing the voters. (Dick Moe of
the Vice President's staff is submitting a more detailed
memo to you on voter registration.) Rep. Rostenkowski
appears to be against us on the Clinch River Breeder
Reactor. He voted against a floor amendment in 1975

to delete funds for the CRBR. Presidential persuasion
could help change his position. Rep. Rostenkowski was
first elected in 1958, and received 80.5% of the vote in
1976. He is #3 on Ways and Means and Chairman of the
Health Subcommittee.

Participants: The President, Rep. Rostenkowski, Frank Moore,
Bill Cable, Jim Free.

Press Plan: White House photographer only.

ITI. TALKING POINTS

1. Discuss the possibility of First Secretary Gierek's
coming to the United States on an official visit.

2. Encourage his support of Universal Voter Registration.
3. Encourage his support to reduce the funds for the Clinch

River Breeder Reactor to the $33 million as proposed in the
Rep. Brown {(California) amendment.

* Rep. Rostenkowski wanted you to have the attached pictures from the
Poznan Technical Fair

p rvate :Mr:::#s a;,bfz







































8. SOCIAL SECURITY FINANCING

-—— HEW reports that Rep. Burke's (D-Mass) Social Security Subcommittee (Ways & Means)
plans to resume hearings July 18-22 and will invite Members and public groups to
testify on a variety of social security issues in addition to the Administration's

financing proposals.

-— Hearings continued last week in the Senate Finance Subcommittee on Social Security
(chaired by Sen. Nelson). HEW reports that Chairman Russell Long has actively
participated in the hearings, questioning witnesses about his proposal to create

a new tax to finance the system.

-- The Administration bill is still pending at OMB. HEW and OMB representatives
met last Wednesday to discuss their differences. Issues involved include the level
of benefits guaranteed during the decoupling transition period, and the question
of whether benefits should be indexed to actual retirement rather than age 60.

% tenieaJa

-- Labor Department reports that on June 22, the Senate Finance Committee began
markup of the trust fund provisions of S. 1538, a bill which liberalizes the
eligibility requirements of the Federal Black Lung Benefits program and establishes
an industry-supported trust fund to pay future black lung claims. The Labor
Department had testified earlier in favor of the trust fund and its financing
mechanism. A report must be filed by the Committee no later than July 12 and Senate
floor action could come thereafter if the House acts on a bill. Because of the tax
provisions, Sen. Long will not act until a bill comes from the House. The House
bill is waiting a rehearing by the Rules Cammittee, having been rejected previously
because several provisions were viewed as too liberal and far-reaching. OMB reports
that the Senate version could cut the President's request by $125 million, and the
House version, as amended, would increase the Administration's 1978 request by

$181 million.

9. BLACK LUNG BENEFITS

10. ATIRLINE REGULATORY REFORM

-- The Senate Cammittee is econtinuing its "educational" process on the Cannon-
Kennedy bill; markup may or may not begin prior to the July 4 recess. The bill
they are working from is in a constant state of flux, with changes in the draft

coming almost daily.

-— The picture in the House is clouded samewhat by Chairman Anderson's intense
preoccupation with the aircraft noise bill. The lead on this issue probably will
come from less senior members of the Aviation Subcammittee, such as Reps. Mineta

and Levitas.

-~ Your participation in the briefing on airline regulatory reform helped emphasize
the place of importance the issue hold in the Administration. In addition to what
the media coverage did to increase public awareness of the issue, both the briefing
and the preliminary meeting sent a message to the Hill, the industry, and other
interested parties.

Electrostatic Copy Made
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effect would be aggravated if capital gains were treated as other
income. Lawyers complain that the present provisions raise
difficult tracing problems. For all these reasons, capital gains
should be taxed when assets are transferred to others as well as
when they are sold.

3. Business tax preferences. While some progress has
been made in recent years to eliminate tax preferences, a number
of costly preferences have remained or have recently been intro-
duced. Elimination of these be accompanied by
a reduction in the corporation income tax rate. The major business
tax preferences are: (a) percentage depletion for small producers of

oil and gas and for all minerals producers; (b) deferral of tax through
the Domestic International Sales Corporation (DISC); (c) deferral of
tax on income of foreign corporations controlled by U.S. shareholders;
and (d) tax shelters (which remain despite the revisions in the 1976
Act).

4. Business expense accounts. The abuse of business expense
accounts should be terminated. Consideration should be given to
putting per diem and per meal limits on business expenses; denial
of deductions for club dues, admissions to sports and theatrical events,
and other lavish entertainment expenses; and a limit on deductions for
air travel to coach fare.

5. Tax-exempt interest., The correct method of eliminating
this inequity would be to tax interest in all future municipal issues,
and to use the revenue to increase aid to states and local governments.

However, the opposition would be fierce. As an alternative, the states
and local governments should be given the option to issue taxable
issues, with the interest to be subsidized by the federal government to
the extent of 40 percent.

6. Other exclusions for property income. Aside from tax-

exempt interest, property income receives preferential treatment

in two respects: first, the interest earned on life insurance savings
of individuals is not taxed; and second, the first $100 of dividends
($200 on joint returns) is excluded from income. At one time, it was
felt that it would be difficult to tax the interest on life insurance sav-
ings, but the necessary accounting can be done for the individual on
a modern computer. The dividend exclusion is a vestige of the



1954 Act (which gave dividend relief to individuals in the wrong
way) and should be repealed regardless of the decision on inte-
gration of the corporation and individual income taxes (see item
13 below).

7. Personal deductions. The personal deductions under the
individual income tax are much too generous, In 1975, 72 percent
of the itemized deductions were reported on returns with income
above $15,000. Moreover, the personal deductions are a major
cause of the complexity of the individual income tax return and of
the difficulties of taxpayers in preparing their returns. Equity and
simplicity would be served if the deductions were pruned to a

minimum.

The only essential deductions are for extraordinary medical
expenses and casualty losses (for example, more than 10 percent of
income), charitable contributions above a reasonable minimum (for
example, 2 or 3 percent of income), and interest paid up to the
amount of property income reported on the tax return. The deduc-
tion for income taxes might be continued to encourage the use of state
income taxes. If it is deemed necessary to subsidize homeowners, a
deduction for the first $3,000 of property taxes and an additional
$2,500-$5,000 of interest (over and above the amount of property
income) might be allowed.

If these possibilities are politically unacceptable, one alternative
is to place a floor of, say, 10 percent on itemized deductions, but this
approach was rejected by Congress in 1964, Another alternative is
to design a special rate schedule with lower rates for taxpayers who
do not itemize and waive the use of any special tax credits. This
would permit the adoption of a simple tax return for the large
majority of taxpayers.

8. Treatment of the elderly. The elderly receive excessively
generous treatment. Those over 65 years of age receive an extra $750
exemption and an extra tax credit of $35, pay no tax on their social
security benefits, and receive a 15 percent tax credit on the first
$2,500 of other income(less any social security or other exempt
pension income) for single persons and $3,750 for a couple. The credit
is phased out for those with earnings above $7,500 if single, and
$10,000 if married. Despite recent simplifications, the credit




complicates the tax return unnecessarily., The case for any
special treatment of the elderly is weak; if some preference is
considered necessary, the additional per capita exemption should
be sufficient.

9. Transfer payments. Social security benefits, unemploy-
ment compensation, workmen's compensation, welfare benefits,
and other transfer payments are tax-exempt. It would be better
to tax all transfers and to raise the personal exemptions so that
those with inadequate total incomes are exempt from tax. Since

the social security system is financed in part by an employee pay-
roll tax which is not deductible in computing taxable income, only
half of social security income might be included in the tax base.
Unemployment and workmen’s compensation should be fully taxable.
Other transfer payments might continue to be excluded because
they are received by persons who would not be taxable in any case.

10. Treatment of the family unit. The present four rate
schedules are the result of piecemeal legislation to differentiate
between taxpayers in different marital statuses and with different
family responsibilities. The complications are of major proportions,
yet the result pleases no one. Single persons still believe they are
overtaxed; married couples with two earners also believe they are
overtaxed, even though they benefit from income splitting. The only
solution is to adopt one rate schedule for all taxpayers and make
allowances for family size through the personal exemption or tax
credit. To avoid the penalty on marriage, a generous deduction
should be allowed for two-earner couples (say, 10 percent of the earn-
ings of the spouse with the lower earnings up to $2,500).

Adoption of one rate schedule would lower the tax liabilities
of single persons as compared with married couples. This seems
reasonable, because there is no logical reason why the tax of high-
income individuals should be reduced substantially (as is done today)
when he or she marries a person with little or no income.

11. Personal exemptions, tax credits, and the standard
deduction. Allowances for the taxpayer and his family are now pro-

vided by a per capiti exemption of $750 and a per capita tax credit
of $35. In addition, a flat standard deduction of $2,200 for single
persons and $3,200 for married couples is allowed, The objective



of these provisions is to avoid taxing people who are officially
classified as poor. The exemption and the credit serve the same
purpose -— they make allowances for family size — but th¢ two
together complicate the tax return. If rates are altered, the same
average effective tax rates can be achieved for all income classes
with an exemption or a credit. The difference between the two is
that the credit increases the tax value of an additional dependent

in the lower brackets and reduces it in the upper brackets. Middle-
income taxpayers who are near the breaking point receive little or
no benefit from the credit. The standard deduction should be adjusted
upward periodically to keep pace with inflation.

12, Withholding on interest and dividends. Ewven though in-
formation forms are required for virtually all interest and divi-
dend payments, the amount of underreporting of these items
(particularly interest) is substantial. When it last considered the
matter thirteen years ago, the Senate preferred to enforce the tax
on interest and dividends through information returns rather than
withholding. But it is now clear that the IRS will never be given
sufficient resources to match the tens of millions of information
forms with tax returns. The only solution is to add interest and
dividends to the withholding system,

13. Business taxes. Business tax reduction is inevitably
regressive and, therefore, should be moderate. Any form of inte-
gration of the corporation and individual income taxes would be
costly and reduce progressivity. If integration were in the form
of individual relief, great pressure would be put on corporations to

increase dividend payouts and national saving (and investment) might
be reduced. Faster depreciation, additional investment tax credits,
and a reduced corporate rate should be considered as an alternative
to integration. If integration is proposed, the tax rates should be
adjusted to offset its regressive effect.

14, Tax rate reduction. Comprehensive tax reform requires

rate reduction to prevent inordinately large tax increases for those
who lose preferences. In addition, lower tax rates would improve
economic incentives and reduce the tendency to seek tax shelters. The
goals should be to reduce the tax rates from the present range of
14-70 percent to 10-50 percent, but this goal can be reached only with
a tough tax reform package. The rates should be designed to give



significant tax reductions to middle- as well as to low-income
taxpayers,

Illustrative Tax Reform Packages

The building blocks can be combined in many ways for pur-
poses of tax reform. To illustrate the possibilities, three individual
income tax packages are summarized in Table 1. (Business taxes
are dealt with in the accompanying memorandum.)

Package A ~— the most ambitious package — would eliminate
the capital gains and the other major preferences, set tough rules
for business expense account deductions, remove the tax advantages
of the elderly, tax half of social security benefits and all unemploy-
ment and workmen’s compensation payments, slash the personal de-
ductions, substitute one tax rate schedule for the present four schedules,
use only the personal exemption (rather than an exemption and a credit),
and withhold on interest and dividends. This package would be a tax
reformer’s dream, but it would be unacceptable to important groups
in society.

Package B is designed to simplify, as well as reform, the in-
come tax. It is the same as Package A, with the exception that the
tax advantages of the elderly remain untouched and a lower rate
schedule is provided for taxpayers who waive all personal deductions
and tax credits. (The schedule is calculated to convert itemized de-
ductions up to about 10 percent of income to rate reductions.)
Package B, which I prefer, would permit all but a relatively few tax-
payers to fill out a simple tax return form without any deductions or
credits.,

Package C is similar to Package A, with the exception that
fewer itemized deductions are eliminated, business expense accounts
are dealt with more leniently, and there is no change in the treatment
of transferred capital gains, the present four rate schedules, and
transfer payments. In addition, a $200 per capita credit is substituted
for the present exemption and per capita credit. Package C is virtually
identical to the Treasury proposals. Because it does not tax
transferred capital gains, it cannot be as progressive as Package B.



Moreover, conversion of the exemption to a credit reduces the amount
of the tax reduction that can be given to middle income taxpayers.



TABLE 1

Illustrative Individual Income

Tax Reform Packages

-continued-

Revenue
effect
(billions Pack- Pack- Pack-
of age age age
Tax items dollars) A B C
Capital Gains
Tax capital gains as ordinary income 4.4 X X x
Tax capital gains transferred by gift
or at death 7.3 X X x
Business Preferences
Eliminate percentage depletion 1.3 X X X
Eliminate deferral through DISCs 1.2 X X b4
Eliminate deferral of income through
foreign controlled corporations 0.6 X X X
Eliminate remaining tax shelters 1.0 X X x
Business Expense Accounts 1.0
Adopt per meal and per diem limits a X X
Eliminate deductions for club dues,
yachts, and so forth a x X x
Eliminate deductions for sports and
theatrical events a X X x
Limit air travel deductions to coach
fares a X b4
Other Preferences
Adopt subsidized taxable bond optioz -0.5 X X X
Tax interest on life insurance savings 1.7 X x X
Eliminate dividend exclusion 0.4 X X X



TABLE 1 (continued)

Revenue
effect
(billions Pack- Pack- Pack-
of age age age
Tax items dollars) A B C
Treatment of the Elderly
Eliminate elderly tax credit 0.5 X
Eliminate special exemption for the
aged and the blind 1.2 e
Transfer Payments
Tax one-half of social security
benefits 1.8 X
Tax unemployment and workmen’s
compensation payments 3.3 b d b d

Personal Deductions

Eliminate all deductions for taxes

except state-local income taxes 6.5 x
Eliminate deduction for state sales

taxes 1.5
Eliminate deduction for gasoline taxes 0.7 X 4
Introduce 2 percent floor for char-

itable contributions 2.0 x
Allow deductions for medical expenses

and casualty losses for amounts ex-

ceeding 10 percent of income 1.3 X X
Limit interest deductions to property

income plus $2,500 0.5 x
Limit interest deductions to property

income plus $10,000 0.1 x
Special lower rate schedule for non-

itemizers b x



TABLE 1 (continued)

10.

Revenue
effect
(billions Pack- Pack- Pack-
of age age age
Tax items dollars) A B C
Treatment of Family Unit
Substitute one rate schedule for the
present four schedules b X X
leduction ol 0 percent (up to $2
of earnings of spouse with lower
earnings -3.0 p:4 X
eduction of 10 percent (up to $600)
of earnings of spouse with lower
earnings -1.7 p:d
Exemptions, Tax Credits, and Standard
Deduction
Convert the exemption and credit to an
exemption of $1,000 -2.5 x x
Convert the exemption and credit to a
credit of $200 6.5 X
Standard deduction of $3,500 for
married couples and $2,500 for single
persons ~-2.0 X x
Withholding
Withhold on interest and dividends 1.5 b d X x
Individual Income Tax Rates
Schedule A rates c bd
Schedule B rates c x
Schedule C rates c X

-continued=-



11.
TABLE 1 (concluded)

NOTE: All packages assume elimination of the minimum tax and the max-

imum tax on earned income.

a. Revenue effect is difficult to calculate. Total revenue gain from all the
proposed revisions of business expense account deductions probably would raise
more than $1 billion a year.

b. Rate schedule would be calculated to convert itemized deductions up to
10 percent of income to rate reductions.

c. Rate schedule would be set to yield the desired revenue and progressivity

objectives,






June 16, 1977

MEMORANDUM FOR THE PRESIDENT
FROM: Joe Pechman

SUBJECT: Integration of the Corporation and Individual
Income Taxes

I believe it would be unwise to include integration in the
forthcoming tax reform package. Any form of integration will
be costly and reduce progressivity. Integration will make equities
more attractive, but it may reduce private capital formation,
rather than stimulate it.

There are two types of integration~—"**full’’ integration and
‘*partial’’ integration—and both have significant weaknesses,
Under full integration, corporate earnings are taxed to shareholders
and they receive a full tax credit for the corporate tax (which becomes
merely a withholding tax). Under partial integration, shareholders
include the corporate tax paid on their dividends in their income
and they receive a tax credit for the amount of corporate tax so
included. In effect, full integration eliminates the entire corporate
tax; partial integration removes the corporate tax only to the extent
earnings are paid out,

Partial Integration

Partial integration would put great pressure on corporations
to increase dividends if the top individual income tax rate were
brought down to the level of the corporate rate. Given such rates,
a corporate manager who retained any part of the earnings of a
corporation would be denying his shareholders (except those subject
to the top rate) a tax credit for the retentions. In effect, the share-
holder would be making a forced loan to the corporation for the credits
he was denied,

I would expect that the pressure to distribute would be so
great that corporations would increase dividend payouts and request



their stockholders to reinevest their dividends automatically
through dividend reinvestment plans. The earnings that would be
available for corporate reinvestment could be no higher than it is
at present; it would be lower to the extent that the shareholders
did not reinevest their dividends. The corporation could turn to
the capital markets for additional funds; but, even if stocks be-
came more attractive, it is uncertain whether the corporations
would or could replace their lost retained earnings from outside
sources. In these circumstances, the vulnerability of some businesses
to financial market conditions would be increased and corporate
investment might be reduced.

Another reason why investment might be reduced is that the
integration proposals envisage denying the corporate tax preferences
in calculating the corporate tax credit allowed to shareholders. The
most important of the preferences is the investment credit, which
now amounts to almost $10 billion a year. Denial of the preferences
is considered necessary to reduce the revenue loss from integration
and also to avoid the criticism that the shareholder would otherwise
be given a credit for a tax he did not pay. A pass-through of the
investment credit to shareholders would treat them on a par with
sole proprietorships and partnerships, but the criticism will be hard
to respond to. Under the circumstances, the effectiveness of the
investment credit as a stimulus would be undermined.

Full Integration

Full integration has the merit that it would provide tax credits
for shareholders whether dividends were paid or not. Thus, there
would be no pressure on corporations to increase their payouts. (In
fact, the availability of the credits might justify reducing payouts.)
Internal funds for investment purposes are therefore likely to be un-
impaired and might even be increased.

The difficulty is that a pass-through of the investment credit
is even less likely under full than under partial integration. Again,
the greater attractiveness of corporate equities might offset the
incentive lost by the effective repeal of the investment tax credit,
but there is considerable danger that it would not.



Another problem with full integration is that it will be diffi-
cult to implement. Shareholders will be required to keep track of
the corporate earnings on which they were taxed and therefore
automatically reinvested. In addition, an arbitrary rule would be
required to allocate earnings to part-year shareholders. These
problems are not insuperable, but they make full integration less
attractive.

Finally, under both integration schemes, tax exempt organi-
zations would not be given any credit for the corporation tax paid
on their shareholders. This is considered necessary to avoid the
loss in revenue, which would be of the order of $6~12 billion (de-
pending upon which method was used). The denial of the benefits of
integration to pension funds will be regarded as a discrimination
against labor; and educational and other nonprofit organizations will
argue that this back door method of taxing them should be removed
when the burden of the corporation income tax is being lifted from
nontaxable individuals.

Conclusion

I conclude that it would be unwise to give up a significant amount
of revenue for integration and to link it with the forthcoming tax re-
form package. The issues in integration are serious enough to warrant
additional study before a presidential recommendation is made. More-
over, if the objective is to stimulate capital formation, it would be
more effective to provide direct incentives through such devices as
more acceleration of depreciation and an improved or enlarged invest-
ment credit. A cut in the corporate tax rate, say, from 48 to 45 percent,
would also be in order if individual income tax rates are reduced. To
keep the regressive effect of business tax changes to moderate propor-
tions, the net tax cut to corporate enterprises—after making adjust-
ments to offset the revenues gained from the removal of preferences—
might be limited to $2-3 billion,

















































































































